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MADAGASCAR’SFINANCIAL SECTOR
AT THE START OF THE 21°" CENTURY

PREFACE

The present study was carried out during September 1999-November 2000
pursuant to a USAID Task Order. The Task Order states the following objectives for the

study:

Furnish the Government of Madagascar, agencies in the private sector,
USAID/Madagascar and other international donors an analysis of progressin the
financial sector from 1991, its current state and the principal challenges that it will
face in the coming decade;

Provide guidelines for the implementation of reform measures in this sector which
USAID/Madagascar can employ in the near and medium term.

In 1993 the World Bank published a report entitled Madagascar—Financial
Policiesfor Diversified Growth. The report was the outgrowth of two Bank missions that
visited Madagascar in 1991, with the object of formulating a short- and medium-term
drategy for development of the country’s financid sector.

The present study takes the Bank report asits point of departure. The
methodology followed in regard to most dimensions of the financial sector was to
summaxrize briefly the diagnosis and recommendations of the 1993 document, analyze the
evolution from 1991 to the present, identify the mgor obstacles encountered in
implementing the report’ s recommendations, diagnose the current Stuation, and offer
revised or new recommendations for the years immediately aheed.

In consultation with the USAID mission in Madagascar, USAID/Washington's
Globd Bureau, the office responsible for managing the Consulting Assistance on
Economic Reform (CEAR) | project, assigned responsibility for coordinating the sudy
to Harvard University’ s Indtitute for International Development (HIID)L. Inlinewith its
long-established policy, HIID sought to maximize the participation of Malagasy
researchersin dl facets of the study, including both diagnosis and policy
recommendations. Accordingly, HIID entered into subcontracts with five Mdagasy
researchers, who severaly and jointly drafted more than haf of the present volume.

The researchersin question, and their primary fields of expertise, are:

Prof. Pepe Andrianomanana, Centre d’ Etudes Economiques, Université
d Antananarivo - macroeconomics and monetary policy, team leader;

Alan Pierre Bernard, Economig-gatistician, genera manager, APB Consulting, and
former research director of the recently privatized state bank BTM - banking
sector;

1 On June 30, 2000, HI1D was dissolved and many of its personnel and functions absorbed by Harvard's
John F. Kennedy School of Government.



Hery-Martid Rgaonarimampianina, cga, Certified Public Accountant - finencid
trangparency and accounting;

Prof. Louis Rgjaonera, Faculty of Law, Universté d’ Antananarivo - legd
environment for financia development; and

L éon Ramamonjisoa, consultant - microfinance.

With aview to bringing expertise to bear from a developing country, classfied as
lower-middeincome by the World Bank (2000), with much relevant experiencein
developing itsfinancid system, HIID subcontracted with Prof. Fouzi Mourji of the
University of Casablanca economics faculty. Prof. Mourji made particular contributions
to the study in regard to the macroeconomic framework, public finance, leasing, and
conditions for development of a securities market.

Dr. Jay Rosengard, coordinator of HIID’ sfinancid ingtitutions devel opment
program, brought international comparative experience to bear on the issue of
microfinance in Madagascar. The third non-Madagasy participant, Dr. Clive Gray,
indtitute fellow, HIID, served as coordinator of the study.

The foreign researchers spent atotal of 13 person-weeks on the study in
Madagascar, with vidts taking place in September and November/December 1999, and
January/February and October/November 2000. Meetings of most or dl team members
present in Antananarivo took place during these visits. Members exchanged draft sections
of the report, and comments thereon, by e-mail, and elaborated these further in the team
meetings. All sections of the report have benefited to a greater or lesser extent from
comments and suggestions by team members other than the principa authors.

A mgor role in defining research objectives and strategy, providing information,
and commenting on draft report sections was played by a Research Supervison
Committee (RSC), consisting of senior representatives of government, the private sector,
the World Bank and International Monetary Fund (IMF), and USAID. The committee
met three times, in September 1999, May 2000 and October 2000. Co-chairing the
committee were:

Mr. Henri Bernard Razakariasa, Directeur du Crédit, Banque Centrale, and
Mme. Andriambololona Vonintslama, Directeur Générd du Trésor

Other members of the RSC were:

Mme. Sahondra Raveloson and Mr. Ricky Andriamparany, representing the
Association Professionelle des Banques (APB)

Mr. Thierry Rgaona, associate, FTHM Consalls, representing the Groupement des
Entreprises Malgaches (GEM)

Mr. Roland Rasamodly, Director Generad, Ny Havana (insurance company)

Mr. Dieudonné Randriamanampis, economist, World Bank/M adagascar

Ms. Mary Norris, director, Office of Democracy & Governance, and Messs. Fidde
Rabemananjara and Bobby Dean, economists, USAID/M adagascar

Messrs. Xavier Maret and Gregory Dahl, resident representatives, |MF/Madagascar

Mr. Renaud Rgaonah, Exec. Secretary, AGEPMF (executing agency for World
Bank-supported microfinance project)



The eight members of the research team are indebted to the RSC members, as
well asto other officias of the Government of Madagascar, stakeholdersin the country’s
financid sector, and gaff of donor agencies, who gave fredy of thelr time to advise the
team and provide it with access to information. The members hope that the present report
will contribute to defining a strategy for advancement of Madagascar’ s financia sector at
the outset of the 21 century, and promoting the adoption of measures by which the
sector can help to accelerate Madagascar’ s economic growth.



MADAGASCAR’'SFINANCIAL SECTOR
AT THE START OF THE 21°" CENTURY

EXECUTIVE SUMMARY

The basic gpproach of the present report is to update the World Bank report,
Madagascar—Financial Policies for Diversified Growth, published in 1993 on the basis of
data thorugh 1990-91. It was fdlt that enough had happened in the interim to warrant
preparing a diagnostic of the Situation of Madagascar’ s financia sector and proposing the
critica stepsto be taken in the next few yearsin order to maximize its contribution to the
country's economic growth.

Economigs are not in full agreement as to how far a country's financia sector can
lead the redl economy in promoting the latter's growth. However there is a broad
consenus that deficiencies in the financial sector can retard growth. Accordingly, this
report sets out to identify those deficiencies and recommend steps to correct them.

Political turmoil early in the 1990s led to ardlaxation of fisca and monetary
discipline, culminating in inflation rates of 39-49% during 1994-95. Politicd interference
with management of two state banks generated portfolios where close to 40% of loans
were nonperforming. Madagascar's financia "depth” had diminished to the point where
itsratios of money supply and bank credit to GDP were below those of at least 17 other
Sub- Saharan African countries.

Stabilization of the macroeconomy started with floating of the Maagasy franc
exchange rate in 1994, and inflation dropped to 4.5% in 1997. By the end of the decade,
the two state banks had been privatized, and two Mauritian banks had entered the
country, whose banking sector now comprised six private, multinationaly-owned
indtitutions. There were indications that financia depth had reached alow point by the
end of the decade, and the banks are now positionned to increase the role of credit in the
€conomy.

However some important reforms are necessary for thisto take place. Firdly,
Madagascar's legd-judicid system is not providing the support necessary to ensure a
dynamic banking system. Courts tend to support borrowersin their moves to renege on
loan contracts (the report describes sometypical cases of this behavior.) Banks have
reacted with caution by limiting credit largely to short-term loans to their strongest
clients. Otherwise they prefer placing their funds in government securities, and are
disnclined to compete for depodts by offering attractive returns. The government, and
particularly the Ministry of Justice, must make a determined effort to sengtize the courts
and ensure that they provide the support on which banks must rely before they will be
willing to take gregter risksin lending.

Secondly, the leve of financid trangparency must increase, in particular the
willingness of Maagasy companies to undergo regular, professond audits and submit
financia statements to banks and potentia investors in bonds and commercia paper
(BCP). Thiswill dso require asubstantia expansion of Madagascar’ s accounting
profession.



Of twelve African countries with populaions in the 10-20 million range,
Madagascar has the lowest density of banks. The sector’ s oligopolistic structure,
maintained in part by barriersto entry of new banks, makes for high profits and ahigh
cod of financid intermediation, measured asthe ratio of gross earningsto assets. In
1988-89 thisratio was around 7%; during 1996-99 it averaged over 8%, compared with
levels below 3.5% characteristic of developed economies.

Madagascar’ s archaic internd payments system burdens the redl economy with a
variety of cogts, including delayed payments and use of ground transport to move
documents and cash. Increased use of checks, supported by appropriate security
measures, is one way of reducing costs. Government should help the financia sector
demateridize interna payments, shifting over time to eectronic exchange of payment
data

With regard to public finance, the government is still absorbing around 50% of
available credit. Its budget deficit iswell below levels recorded in the mid-1990s, but
only when the government becomes a net saver will it avoid two effects that are
detrimentd to development of the productive economy, namely (i) crowding out of the
private sector from access to credit, and (ii) upward pressure on borrowing rates, which at
close to 30% per annum are il excessvein red terms.

The second effect lso makes servicing of government debt a heavy burden on the
budget. With aview to reducing this cost, the report proposes an effort to reschedule, ina
counter-cydica manner, components of government expenditure that are subject to
flexible timing. In particular, such expenditures should be scheduled so as not to coincide
with pesk demand for credit, such asfor the agriculturd harvest.

The report examines pending financid innovations, notably leasing, the BCP
market, and the proposed stock exchange. Only one locdl indtitution now engagesin
leasing, which offers many advantages as ameans of launching and expanding smal and
medium businesses with limited finandial resources. Current legidation is inadequate, but
anew law has been prepared and is proceeding through officid channds,

Development of the BCP market provides new, reliable vehicles for saving, and is
aprerequisite for eventua establishment of an exchange that conducts trade in equities. It
does not require a centra physica locale, but can be conducted by a network of
professiondly trained brokers. As noted above, promotion of this market requires
subgtantialy greeter financid trangparency thanis now the norm among companiesin
Madagascar.

The report issues a note of caution in regard to establishing a stock exchange. The
example of the Casablanca exchange shows that, even in a country (Morocco) with a
much more sophidticated financid market than Madagascar, companies are reluctant to
provide the financid information necessary for participation in amodern market. A 1993
reform induced 37% of then-quoted companies to withdraw from the exchange, in which
only about 10% of potentidly digible companies currently take part.

There are proposals that shares held in privatized companies by the Fonds de
Portage et de Privatisation could form the core of transactionsin a stock exchange to be
established in Madagascar. However, for the time being the country would be better
advised to promote ligting of its strongest companiesin aregiona exchange such as that
of Mauritius



The report stresses the need to expand availability of financid services, including
but not limited to credit, to low income citizensin both rurd and urban areas. With
support from the World Bank, the government is currently focusing largely on the
Mutuelle de Crédit et d Epargne modd. However no country has yet succeeded in
replicating this modd to the point of cauging it to have amacro impact. The report favors
divergfying theinditutiona gpproach to microfinance in Madagascar. The success of the
BRI modd in Indonesia puts a premium on encouraging the BTM-BOA (and other banks,
if they show interet) to revitdise and expand their outlets and services a fivondronana
(digtrict) level outsde the principd cities.

Finaly, reproducing and updating a 1997 review, the report highlights the
backwardness of Madagascar’ s insurance sector, which for al products except motor
vehicle insurance congtitutes a state duopoly. Premia account for less of PIB (0,6%) than
in many other African countries. Insurance products are expengve, their rangeis
extremdy limited, and qudity is poor—for example, most dams arising from motor
vehicle accidents are contested and settlement is delayed for years. The sector generates
only asmdl fraction of the saving that should be forthcoming from it.

A long-delayed audit should be carried out speedily as abasisfor privatisation.
Entry of foreign insurers to provide competition and upgrade service should be
encouraged. Supervison is effectively nonexistent; it is recommended than an insurance
divison be established in the banking supervision agency, CSBF, until the sector islarge
enough to warrant its own autonomous agency.
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MADAGASCAR’SFINANCIAL SECTOR
AT THE START OF THE 21°" CENTURY

SUMMARY

The present report setsitself three objectives:

1.  totakestock of the evolution of Madagascar’ s financia sector over the decade of
the 1990s, following preparation of the World Bank report, Madagascar :
Financid Policies for Diversfied Growth, published in 1993;

2. todescribethe principa obstaclesthat currently prevent the financid sector from
being as effective an aide to Madagascar’ s economic growth asit could be; and

3.  tosuggest paliciesfor further development of the financid sector thet will
enhanceitsrole in promoting economic development.

The report’s Chapter 1 summarizes arecent review of professona economic
literature regarding the links between financid and economic development. For many
years economigts have debated whether the financid sector can lead and accelerate
development of the real sector. One school of noted economists argues thet yes, a
dynamic financid sector can simulate saving, and then, in seeking profitable outlets for
the saving, interact with entrepreneurs in such away asto induce them to invest more and
take greater risks to generate production, exports and employment than they would
without the sector’ s simulus.

On the other hand, another school of economigts says that, in the words of a
famous British economigt, “where enterprise leads, finance follows” in other words, the
sector responds more or less passively to demands for various levels of financid
arrangements that arise as the economy’ s real sector develops.

The review, by American finance economist Ross Levine, concludes that
available evidence does not settle the debate definitively. For asample of 77 countries,
Levine finds sgnificant correlations between averages of severa growth indicators, and
four indices of financid depth: (i) the ratio of the sector’ sliquid ligbilities—currency in
circulation, demand deposits, etc—to GDP, (i) the role of commercid banksvis-avis
the central bark; (iii) the private sector’ s share in domestic credit; and (iv) theratio of
credit to private firmsto GDP. Levine dso finds that, for 57 countries, the initia (1960)
vaue of thefirgt index, liquid liabilitiesGDP, sgnificantly predicts the indicators of
growth during the following 30 years.

The sgnificance of credit to private firms arises from the assumption, according
to Levine, that financid systems contribute to red growth by “researching firms, exerting
corporate control, providing risk management services, mobilizing savings, and
facilitating transactions’ with respect to the private sector, whereas systems engage much
lessin such activity to the extent that they smply funnel credit to government or SOEs.

Theimplication of Levineg sreview isthat it is not possible to predict what if any
increase in the rate of GDP growth could be atained by financid reforms leading to
gpecific changes in the main sectord indices. Nevertheless, experience world-wide, most
recently in the disturbances following the East ASan financid crissthat started in mid-
1997, demondtrates clearly that shortcomings of policy vis-avisthefinancid sector can



disturb the red sector so asto significantly reduce the rate of economic growth, even
make it sharply negative. Many of the chaptersin this report describe ways in which such
shortcomings have impacted negatively on Madagascar’ s red economy.

A comparison of Madagascar’ s indices during 1986-98 with those of various
income classes of Leving' s 77 countries finds that, on the key counts of financid depth
and rétio of private credit to GDP, Madagascar’ s financid sector fals well below the
average for « very poor » countries. Atypicaly high vaues for the other two indices—the
share of primary banksin tota credit and the private sector’ s share in totd credit—are
attributed to what might be described as the « hyperactivity » of the state-owned primary
banks, a substantial share of whose resources ended up as doubtful and litigious creditsto
nomindly private borrowers.

Significant reforms of Madagascar’ s financid sector were underway adready a
the beginning of the 1990s, and others have been undertaken since the 1993 World Bank
report. The basic thesis of the present report is that continued implementation of those
reforms, aswell as application of reforms proposed in the Bank report that were initiated
but subsequently reversed, and, findly, implementation of reforms proposed in the Bank
report that were never applied, and of reforms newly proposed in the present report, will
advance Madagascar’ s economic growth in such away as to more than offset the cost of
implementation.

Thefirgt chapter concludes with an organization chart showing how al economic
agents in Madagascar interact within the framework of financid sector reform. The
agents identified comprise both the public sector, notably the Treasury and the Centra
Bank (BCM), and the private sector, beginning with banks and other financia
inditutions, and including three classes of nonfinancid enterprises, namely, medium-to-
large, smdl-to-medium, and very smal or microenterprises.

Chapter 2 establishes an internationa comparative framework for studying
Madagascar’ s financia sector. Average parameters of the Maagasy economy during the
1990s are compared with weighted averages of the mgority of SubSaharan African
(SSA) countries, or, in some cases, averages of groups of African countries considered to
be most comparable with Madagascar. The comparisons, which relate to five variables of
the rea macroeconomy and four variables representing the economy’ s financid datus,
areillugtrated with a dozen graphs.

On the macroeconomic front, Madagascar performed substantialy below SSA
averages for GDP growth, gross domestic saving, gross investment, and foreign direct
investment, and 20% below the SSA average on the government deficit. Average GDP
growth was heavily influenced by a6.3% declinein 1991, arisng from politica
upheava, and Madagascar’ s performance during 1997-99, ranging from 3.7% to 4.7%,
outstripped the continentd average. However, these rates are il far below the 7%
needed to achieve the Economic Commission for Africa starget of reducing poverty by
half by the year 2015.

Thefirg financid sector indicator presented is velocity of money (M2) in relation
to GDP. This corrdaesinversaly with theindicator of financid depth cited above. The
lower the vaue, the more willingly economic agents will hold financid as opposed to
red assets. Theleved corrdates postively with therate of inflation, and negetively with
the red rate of interest obtainable on financia assets such as time and saving depodits. (In
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other words, the higher the red return, the higher the ratio of M2 to GDP, and the lower
itsreciprocd, theratio of GDPto M2, i.e. velocity.)

With a 1998 vaue of 5.4, Madagascar is dightly higher than (i.e. worse off than)
the median of 32 African countries. It will be along time before it reaches the financid
meaturity of Mauritius, whose velocity in 1998 was only 1.35.

The chapter goes on to compare “dengity” of banks and bank agencies—i.e.
millions of inhabitants per bank or agency—between Madagascar and twelve other
African countries with populaionsin the range of 10-20 million. Its Six banks give
Madagascar the lowest bank density among the 13 countries, dthough the BTM-BOA'’s
extensive branch network places the country sixth in dengity of agencies.

A comparison of bank credit to the private sector in 1998 as aratio to GDP in 32
African countries ranks Madagascar no higher than No. 20. A time series for 1990-98
relating Madagascar to the Smple average of the other countries finds the country dightly
above the average through 1993, reflecting inter alia imprudent lending by sate-owned
banks. As privatization and other reforms proceeded, bank credit contracted both asa
ratio to GDP and in redl terms, leaving Madagascar just above haf the African average.

Another measure of a country’s financid maturity isthe ratio of quasi-money to
money. Low ratios normally reflect rigid controls on deposit rates, making time and
saving depogits an unattractive investment. As of 1998, a comparison of 43 African
countries placed Madagascar a seventh from the bottom. From 1993 to 1998
Madagascar’ s coefficient declined, as liberdization was offset by the banks' disinterest in
atracting deposits, given limited investment opportunities.

Taking al indicators together, Madagascar ranks well below the African median
interms of financia maturity. The remainder of the report seeks to explain this Stuation,
detailing its manifestations in various subsectors of finance, and suggests way's of
improving the financia environment for Madagascar’ s devel opment.

Chapter 3 traces the performance of Madagascar’ s macroeconomy during the
1990s. It identifies two subperiods, the first characterized essentidly by economic
stagnation through 1996, and the other featuring modest growth during the last three
years of the decade. Performance was strongly influenced by politica unrest at the Sart
and end of theinitid period, the adminigration in power since 1975 being ousted in a
popular upheaval in 1991, and the succeeding president impeached by the National
Assembly in 1996.

In the first years, the Bank report’ s prescriptions for prudent macroeconomic
management were largely overtaken by arelaxation of fisca and monetary discipline,
preventing conclusion of an IMF program and corresponding financial support. The
chapter shows the tax ratio declining from 13% of GDPin 1988 to alow of 8.3% in 1994,
resulting in a budget deficit that peaked at 6.2% of GDPin 1992, remaining & or above
4% during the next two years. Central bank financing of the deficit doubled money
supply in the three years through 1993, but defense of a fixed exchange rate held the
increase in the |PC below 40% during the same period.

By 1994 a standard pattern of acute repressed inflation had emerged, with
externd arrears close to 40% of GDP and officid foreign assets at a criticaly low 10%
(equivaent to five weeks) of annua imports. Pursuant to a“shadow” program that the
authorities were following with the IMF, the FMG was alowed to flodt, its value

13



henceforth determined in an interbank market (the MID). At year’ s end the FM G vaue of
foreign exchange had roughly doubled.

Thefloating of the FMG initiated a process of recovery, reversang the declinein
the tax ratio, reducing the budget deficit, and restricting bank credit so thet, in red terms,
credit outstanding at end-1996 was 41% below its end-1991 level. Money supply
increased by only around 16% per annum during 1995-96. Asthe repressed inflation
played itself out, prices rose by amost 50% in 1995 and 20% in 1996, but less than 5% in
1997. Conclusion of an IMF program, followed by provison of an Enhanced Sructurd
Adjustment Facility (ESAF) in November 1996, alowed rescheduling of foreign debt, so
that arrearsfell to 16% of GDP at end-1997 and official foreign assets reached 25% (=
three months) of annud imports by end-1996.

The chapter goes on to enumerate a set of structura reforms, notably
privatization, that moved towards liberdizing the telecommunications, petroleum,
tourism and financia sectors, aswell as private investment. The 1999-2000 ESAF
program foresees expansion of these measures, as well as measures to increase the tax
ratio and remove obstacles to competition in areas of rgpid growth potentia such as
mining, fisheries and touriam.

Chapter 4 focuses on the specific role of the BCM in monetary and exchange rate
management. Up to late 1990, monetary management emphasized direct methods of
controlling money supply and the flow of credit, notably on the one hand cellings on
overal credit and subceilings for each bank, and on the other hand prior gpprovas. The
BCM’ s independence was compromised by its quas-fisca role, notably its respongbility
to provide foreign exchange to service government debt at administered exchange rates
that overvalued the FMG. Politica dictates subgtituted for BCM prudentid supervisonin
determining the state banks' credit palicy.

November 1990 saw the introduction of indirect instruments of monetary
management, designed to affect the actions of banks and other economic agents through
incentives based on levels of interest rates. For the next five years the BCM used a
mixture of direct and indirect indruments. At the end of 1995 credit cellings were
abolished, and after 1996 the only instruments applied were (i) positive and negative
auctions (AOPs and AONSs), by which the BCM injected or withdrew reserve money
from the system via the commercid banks; (ii) required reserves, gpplied to sght and
term deposits; (iii) manipulation of the indicator rate, which increasingly was determined
by the AOP market and subsequently the market in Treasury Bills by Adjudication
(BTA); and (iv) “open market” operationsin BTA, initiated in May 1998. Since August
1998 these operations have replaced the auctions.

Pursuant to a 1992 agreement, the Treasury’ s debt vis-avisthe BCM was
consolidated and a payment schedule established. The agreement transferred to the
Treasury responsbility for externa payment arrears and outstanding rescheduled debt
borne hitherto by the BCM. Moreover it authorized the BCM to charge interest on its
statutory advances to the Treasury and to pay interest on the Treasury’ s current account
balance and other deposits.

The independence of the BCM was reinforced by a 1994 law that provided for
the Governor and members of its governing board to be appointed for fixed terms of four
years. However, some measures concerning “ingtitutiona strengthening of the BCM”,
recommended in the World Bank report, have not been effectively implemented, eg.
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“egtablishment of enhanced services for research, prudentid supervision and internationa
operations.”

At present, the effectiveness of the BCM’sindirect ingrumentsis limited by the
banks excess liquidity, arisng from their perception of lack of effective demand for
credit (see Chapter 8 on the banking sector.) Asaresult, far from seeking the BCM’s
refinancing, thus alowing the laiter to influence credit by raising and lowering the
indicator rate in the manner of other central banks, the commercia banks channd a
Szable portion of their depoditsinto BTA. In these conditions, the BCM has resorted
more to the required reserves (RO) instrument than would be cdled for in afully market-
directed system. The RO was raised in stages from 6% at the start of the decade to 25%
in 1994. Following a reduction to 20% in 1996-99 it was raised again to 25% in August
1999.

The preceding chapter described the floating of the FMG in 1994 and its
subsequent macroeconomic impact. For two years following the float, exporters were
required to deposit 90% of their foreign exchange proceeds with their banks. In 1996 the
market was further liberalized by removad of that requirement.

The BCM isamember of the MID management committee and participates for its
own account in the market. Service of the public foreign debt, including the BCM’s own
borrowings from the IMF, comprisesits primary requirement for foreign exchange.
However the centra bank aso intervenes to dampen fluctuations in the exchange rate that
it believes do not correspond to actual market forces, and to ensure that Madagascar
maintains a competitive pogtion vis-avis its trading partners. The MID has functioned
successtully in this sense, such that, for the past three years, following wider variations
that normdly follow an exchange rat€' s sudden depreciation, the red effective exchange
rate has remained within a narrow band making the FM G approximately 10% more
competitive than in 1990.

By the end of 2000 the MID as aphysicd locde is scheduled to give way to an
electronic network in which banks and, eventualy, other participants approved by the BCM
can negotiate contracts for purchase and sde of foreign exchange at any time. Thistechnicad
advance will intensify competition and should narrow the margins currently charged by the
banks around the central rate in effect at a given momernt.

A further step will be the introduction of term contracts, dlowing participants to
purchase coverage of exchange risk. Competition will likewise be strengthened by approva
and entry onto the market of new exchange bureaus, following the modd of other African
countries that have floated their currencies.

Finally, the chapter calls for Madagascar to join atendency of African monetary
authorities to take greeter initiative in ther financid programming vis-avisthe IMF and
other multinationa agencies.

Chapter 5, prepared by the leader of our Maagasy team, presents an dterndtive
view of inflation and exchange rate management. Prof. Andrianomanana cites
econometric studies (by the BCM, MADIO and others) indicating that depreciation of the
FMG has alarger impact on the IPC than changes in money supply or credit.

According to this view, while inflation is a monetary phenomenon in the long run,
in the short run, price changes correlate most closely with changes in the exchange rate.
With only six participants, in addition to the BCM, the MID is the epitome of an
oligopoly. Since demand for foreign exchange s price-indadtic in the short run, the
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primary banks profit by restricting supply and forcing the FMG onto a downward trend.
Asfor the BCM, its highly variable needs for foreign exchange, largdy for sarvicing
public debt, aggravate market fluctuations. The MID’s overal indahility increases the
uncertainty of investment returns.

The chapter attributes respongibility for the decline in financia depth since 1993
to the FM G’ sfloat. It describesingitution of the MID as premature; rather, this should
have followed a package of other reforms, such as widening the market to encompass
enough participants to offset the banks' oligopoly. For the time being, the author prefers
adirected float, where the BCM would announce its objectives (just as many centra
banks now announce their inflation targets), and the government would estimate medium-
and long-term equilibrium exchange rates as a basis for determining the direction of the
float.

Chapter 6 examines the legd-regulatory-judicia environment of the financid
system. Its objective isto provide a glimpse of the new business law drafts published
during 1999. The main foci are the new law on traders, new provisons on provisord
judicid surety, and the law on company transparency. The examination has been
extended, insofar as drafts were available, to the main provisons of new drafts that will
impact substantialy on the financid system, notably those on trading companies ad
surety.

It is clear that the new provisions represent some progress over the old laws and
support the improvement of the financiad system as awhole. Thus, the new law on the
dtatus of traders provides a better definition of acts of commerce, it clarifiesthe trader’s
accounting responsihilities and is more closdly linked to the Generd Tax Code.

The new law on provisond judicid surety congtitutes an innovation by way of
extending its gpplication to Smple borrowers who were previoudy excluded from the
benefits of judicid surety.

The object of thisfirst part of the legd andyssis thus to analyze to what extent
and to what limits the new laws tend to favor financid sector development.

Moreover, the andysis of the lega environment also focuses on land ownership
rights, notably those aspects concerning red collaterd. The land question has dways
been consdered a mgor obstacle to the development of the financia system, whether in
regard to banks' use of land as collaterd in providing credit, or to the problem resulting
from foreigners lack of accessto land. The provisons of land law clearly need much
clarification and certain modifications even if their main characteristics deserve to be
maintained.

Findly, the legdl andys's has dso highlighted the characteristics of provisons
regarding leesing that feature in the new banking law. If the introduction of leasing in the
new legidaion isamgor innovation, the fact remains that the new law contains many
gaps. In effect, Maagasy law has been essentially focused on establishing provisonson
advertisng and opposing rights resulting from aleasing contract. What is required to
complete these provisonsis to ded with basic questions, notably that of exit from a
leasing contract in the event of resolution of a sales agreement, the transfer of goods that
are the subject of aleasing contract, or, findly, the gpplication of leasing to working
capitd and nonmateriad eements.
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Congideration must also be given to the need to provide leasing with an
internationa dimension in order to perfect the modern character and efficiency of the
new financdia instrument.

Chapter 7 dedswith financid trangparency and accounting. An andysis of the
gtuation of the 1990s highlights three aspects that impede the development of the
financid system:

Limited requirements for financia disclosure by companies,

A virtualy static accounting framework. The 1987 accounts code has not been

updated since it appeared; and

Absence of standards for verification of Madagascar company accounts.

In this regard, the chapter discusses production and verification of financia
information, the company lega and regulatory framework, and the evolution of the
accounting professon.

At present, only banks are legally required to publish financid information and
accounts. Thisisaglaring lacuna, consdering that the government’ s privatization
program provides for establishment of a securities market to trade in shares of the
companies being privatized. Financid trangparency is a sine qua non for any company
whose shares are publicly traded.

Trangparency means not only publication of comprehensive financid statements,
but dso engaging of externd auditors to guarantee accuracy. Corporeations (Sociétés
anonymes (SA)) are required to engage externd auditors, which comprisesther legd
control. This control remains optiond for limited companies (SARL). Only 2% of 3,433
companies created during the past three years had the status of SA, and only about 60
SARL s submit voluntarily to externa audit. Maagasy businesspeople tend to view it asa
useless expense. The current project for reform of Company Law (see Chapter 6) requires
legd control for SARL s whose scale exceeds certain thresholds.

Much data has been produced about the companies undergoing privatization, but
it has been circulated only to interested parties, not to the public a large. This
information should form the nudeus for establishing aregigter of financid satements
with public access.

Updating of the 1987 Genera Accounts Code is essentid, e.g. inregard to
accounting for operations in foreign exchange. The Supreme Accounting Council (CSC),
which is the organ charged with standardizing accounts in Madagascar and ensuring
gpplication and updating of the code, is functioning effectively only since the past year.

The Mdagasy accounting profession exists snce 1962. Thirty years later it
comprised only 17 individuas (3 CPAs and 14 licensed accountants), but the last years
have seen rapid growth, with atota of 72 qudified at end-1998. The professional
association, OECCAM, has organized a permanent training program. It hasaso
developed audit norms and a code of conduct that became effective in January 2000, and
lad abadsfor unifying the professon through procedures whereby licensed accountants
can quaify as CPAs.

Challenges that currently face the professon include:

Uncertainty about the probable growth of demand for accountants and

corresponding recruitment needs. OECCAM s organizing a study.

Need to implement the new audit norms, laying abasis for quality control.
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Lack of legidation governing conditions for foreign CPAsto practicein

Madagascar.

Illegd practice by unqudified persons.

Chapter 8 discusses credit ingtitutions. In Madagascar (asin most other low-income
countries) the commercid banks dominate this sector. However, only a small fraction of the
population enjoys access to banking services. Out of 111 fivondronana, only 41% have bank
agencies, and one third of these are concentrated in Antananarivo province.

With only six banksin existence as of the year 2000, Madagascar had the lowest
dengty of banks per million inhabitants among 13 African countries in the Sze-range of 10
to 20 million inhabitants. Its dengty of bank agencies was higher—sixth place—due to the
relatively high number of BTM/BOA agencies, adthough this had fdlen from 67 in 1990 to
45 in 2000 as the newly privatized bank consolidated its operations.

The decade began with (i) three state banks, BFV, BNI and BTM, formed via
nationdization in the 1970s of five mainly French-owned banks, and (ii) one private,
likewise predominantly French-owned bank, established in 1989. Such was the political
interference in the operation of the state banks that, by 1996, doubtful and contested |oans
accounted for 37,2% of tota bank credit outstanding. (This proportion was as high as 40,7%
of short-term credit.)

BNI was privatized in 1991, BFV in 1998 and BTM at the very end of the decade.
All three were sold to multinationa, mainly French-owned banks. Meanwhile two
Mauritius- based banks established branches, in 1994 and 1998 respectively. The Sate
banks bad loans were transferred to specially created entities for collection, SOFIRE (BFV)
and SGR (BTM). Asaresult, at end-December 1999, bad loans till on the banks' balance
sheets accounted for only 5.6% of the short-term credit portfolio.

Resulting partly from the liquidation of bad loans, and partly because the deficient
lega environment for enforcement of loan contracts (see Chapter 6) led the reorganized
banking profession to perceive an unacceptable risk in lending to dl but the most credit-
worthy clients, therole of credit in Madagascar’ s economy declined sharply during the
decade. As dready noted in Chapter 2, the ratio to GDP of bank credit to the private sector
dropped from over 0.17 in 1991 to less than haf that level in 1998. There isreason to
believe that the latter represents a trough, and that Madagascar’ s privatized banking sector is
now poised to play a growing rolein the country’ s development.

The chapter suggests a number of avenues by which the commercia banks could
redize their potentid for accelerating Madagascar’ s devel opment:

For reatively large companies, the banks can serve asintermediariesin issuing

corporate hills or bonds. Intermediation may involve underwriting of issues and

guaranteeing the borrower’ s investment.

With support from internationa donors, the banks should participate in creating

venture capitd firmsto provide leverage for average-size companies.

By underwriting the creation of common investment funds (CIFs), the banks can

augment the equity capita of medium-sze enterprise with strong growth potential

and smultaneoudy offer new investment products to economic units with surplus

liquidity. Funds of thiskind dready exist in Africa

Increase the proportion of medium- and long-term loansin their portfolios. This

can be facilitated by the potentia readiness of some multinationd finance

agencies, such asthe IFC, to guarantee loans made to front-rank companies.
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Another approach is to create a mortgage market where banks can mobilize, if
necessary, security for their loans based on a mortgage or other claim on redl
estate.

Assg the microfinance sector by acting as guarantor for loans from donor

agenciesto indtitutionsin that sector.

The banks can aso promote the creation of Mutual Security Companies (MSCs).

The creation of MSCs, by promoting professond groupings at locd, regiond or

nationd levels, replaces individual guarantees with a collective one.

While advancing these proposas, the chapter notes that creation and
maintenance of an environment conducive to progressive banking presupposes
certain policies and measures on the part of the State. Thisincludes:
giving positive signs of willingness to respect standards of good fiscd and
monetary behavior, which includes not subordinating the resources of the
financid system to government’ sfiscal needs, thus avoiding crowding out of the
private sector;
grengthening the legd-judicia system to ensure adequate protection for financia
contracts and improve generd rules of accounting, audit and financid
transparency o as to attenuate the costs and risks of financia intermediation.
traning and senstizing leeders of public agencies and the public at large to
financid questions, in order to facilitate debates, negotiations and taking of
initiative.

Chapter 9 examines the domestic payment system. The chapter takes off from a
concern over the low leve of bank penetration, which rases the circulation of fiduciary
money as a proportion of money supply. Thus, 95% of currency isin the hands of
businesses and individuas, and only 5% is held by banks and the Treasury.

The systlem which government itself usesto effect paymentsis no more efficient
than that available to private agents. Receipt by government staff of the mediathe
Treasury usesto pay their sdaries, cash certificates and trandfers, is subject to long
ddays, causng gaff in the provinces regularly to send representatives to Antananarivo to
trangport the media

The problem of increasing the use of checksin Madagascar receives considerable
attention. For severd reasons, economic agents have little confidence in checks:

- Fraud is widespread—the year 1998 saw around 10,000 payment incidents, about
three-quarters of them in Antananarivo. The court system fails to sanction bad
checks adequately, within a reasonable period.

Confirmation of credit for a check drawn on an out- of-town bank agency is

typicdly ddayed for severd weeks—documents must make around trip over a

highly fragmented road network.

For agents not located near a bank agency, transactions based on checks involve

consderable expenditure of timein travel and waiting at the counter.

The public at large has not been senstized regarding the advantages of checks.

Among the chapter’ s recommendations are;

Banks should qualify reliable business clients sysematicdly to present their

customers checks for discounting. Thiswill require the clients to present regular

financid statementsto their banks.
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Egtablish a centrd database at the BCM with information on stolen checks, as
well as names of persons defaulting on loan repayments, issuing bad checks, or
issuing checks despite withdrawa of authorization by the issuer’s bank or a court.
Intengfy sanctions for misuse of checks, which includes rasing fines overtaken

by inflation, and sengtize the judiciary to take these offenses more serioudy and

apply sanctions rapidly.

Introduce a photo identification card for bank account holders.

In the medium term, * demateriaize’ the domestic payment system by

etablishing secure media through which the Treasury, the BCM and the

commercid banks can exchange payment data e ectronicaly. Since the banks will
take some years to recover the costs of this system, some public investment is
cdled for, particularly in upgrading teecommunications.

Chapter 10 concernsthe financid operations of the public sector. The principd
focus is the management of government domestic debt through BTAS, which have
replaced inflationary central bank financing as the source of liquidity to cover budget
deficits or peaksin the Treasury’s seasond requirements for cash.

As the 1990s began, outstanding BCM advances to Treasury far exceeded the
gatutory limit of 15% of the preceding year’ s ordinary budget revenue. The end-1990
figure was 291%, or dmost 20 times the limit. After an intervening reduction the raio
reached the same level a end-1992, but has since dropped below 100% asthe Treasury
implemented its 1992 agreement (See chapter 4) to begin repaying the advances.

Taking the BCM’s claims on government net of government deposits, the ratio of
thisfigure to preceding-year revenue also reached a peak (of 216%) in 1992, dropping
well below 100% at end-1999. The Treasury’s current policy is not to resort to new BCM
advances, and it has not done so in the past two years.

The chapter raises three centra questions:

How far has the Treasury come, and what needs to be done further, to forsake its

once privileged access to financing, in favor of meeting its needs in amarket

where it competes on even terms with other borrowers?

To what extent does government borrowing crowd out private borrowers who

seek credit to produce, export and create jobs? and

How can the Treasury manage its borrowing viaBTAS s0 as to hold borrowing

cogts within limits that do not put excessve pressure on the budget?

Treasury came along way during the 1990s towards fulfilling market conditions.
When BTA werefirgt introduced in 1993, only banks were allowed to subscribe directly.
Nonbanks could bid only through their banks, enabling banks to know the terms of their
clients offers, giving them an advantage in competing for the best terms. Banks could
aso more easly mobilize the substantia cash depositsinitidly required from bidders.

Since 1997 nonbanks, including private individuas, can bid directly, and make
the required deposit, now only 5% of the bid, in the form of acheck or exising BTA
holdings. A specid privilege still accorded to government borrowing isthat capitd gains
on re-sde or redemption of BTA are not subject to tax, as are gains redized on other
securities.

Recent years have seen a certain integration of the BTA and bank credit markets.
Interest rates on bank credit are based on the BCM’sindicator rate, which in turn takes
acocount of anticipated inflation. Given the lack of risk, banks bid for BTA yields dightly
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below the interest they earn from firgt-rank borrowers. Nonbanks still largdly prefer bank
depoditsto investing in BTA, and in recent months have accounted for only about a third
of subscriptions.

For its part, private business continues on the whole to favor bank deposits over
investing in BTA, and it recent months it has accounted for only one-third of
subscriptions. For reasons indicated in Chapter 8, banks largely confine their lending to
these clients, and depositors funds give them excess liquidity which they gladly invest in
BTA. At end- September 2000, government accounted for 52.4% of domestic crediit,
suggesting a subgtantid effect of crowding out of the private sector.

Eventudly, to ensure free operation of the financia market and accustom
investors to financing borrowers other than Treasury, exemption of BTA returns from
income tax should be cancelled. The same objectives presuppose dso limiting
government demand for credit by improving tax collection and earning a recurrent budget
aurplusfor capita investmen.

Among its recommendations the chapter suggests thet, to minimize cogt, Treasury
should schedule its borrowing counter-cydicaly, i.e. expenditure whose timing is
flexible, such asinvestment in infrastructure, should be scheduled outside periods of high
credit demand, such as during the agricultural harvest. Moreover, to ensure optimal
management of the money supply, aswell as trangparency of the BCM'sintervention in
the money market (based on the current state of the economy, manipulation of the
ingruments comprising monetary management must be sdlective), it is desirable to follow
closdy certain economic indicators.

Furthermore, to optimize the overal strategy of public borrowing and monetary
management, the chapter mentions the desirability of congtructing a short-term
forecasting modd of the Madagascar economy, lending itself to smulations. This should
be done with the participation of both producers and users of economic information.
Another recommendation concerns the databases required to cregate effective insruments
in support of policy-making.

Findly, to enhance flexibility in borrowing through BTAS, adjusmentsin the
present system of adjudication are suggested.

Chapter 11 examines privatization and the financia sector. Chapter 8 discussed
the impact of privatization on the banking sector, putting it on afooting where it can
finally begin to play an gppropriate role in Madagascar’ s devel opment.

In 1987 there were 175 state-owned enterprises (SOES). An initid wave of
privatization or liquidation of reatively minor companies reduced this number to 101 by
end-1992. A 1996 law spelled out the terms for privatizing anew set of larger, more
drategic enterprises. The range of formulae envisaged by the law included restricted
saes, liquidations, and concession or lease contracts. The absence of astock market in
Madagascar excludes the formula of salesto the public, gpplied in many countries. The
law aso did not envisage “ management buy out” (m.b.0.), nor management contracts.

Pursuant to the 1996 law, a corporate Fonds de Portage et Privatisation (FPP) has
been created, desgned to hold provisondly, on government’ s behalf, a minority share of
the equity of every Sate enterprise aienated by it. The FPP s establishment makesiit
possible to involve rapidly agtrategic investor in the entity being privatized, and to
guarantee autonomy in its management vis-avis government. On the other hand it
comprises an insrument permitting participation by Maagasy citizensin privetization.
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The FPP will be administered by a professional management company, sdected by the
Privatization Committee.

According to the FPP s decree, the sharesit holds can be transferred to citizens,
citizen employees of the enterprise in question (by cash or credit), or to firms the mgority
of whose equity isheld by Mdagasy citizens. The question is currently being debated
whether the FPP s crestion may offer aframework to initiate trading in securities, and
whether it would congtitute the embryo of a stock exchange.

In 1997 the Government published aninitid list of 45 enterprises to be privatized,
out of the then total of 101 SOESs. By early 2000, two smal companies had been
definitively privatized. The activities of SOLIMA (importation, production, sorage and
digtribution of petroleum products) had been uncoupled horizontally, leading to the
cregtion of 11 new companies, of which severa had been definitively privatized by mid-
2000. In 1999 Air Madagascar was put up for auction, but only one consortium, led by
Air France, submitted a complete bid, and the ded has not been consummated amid
concern about lack of competition.

Tenders have been issued for a dozen other entities. Asfor the rest (about 30), the
privatization processis at different stages of preparation.

For the sake of transparency, the 1996 law requires the Privatization Committee
to prepare an annud report, on the basis of an externa audit, giving full details about
completed operations, proceeds of sales and disposal of the proceeds. The report isto be
approved by Cabinet, submitted to the President, the National Assembly and the Senate,
and published in the officid journa aswedll as private media. No such report has been
prepared. The chapter asks why the World Bank, given the supervisory role accorded by
its Private Sector Technical Support Project (PATESP), has not inssted on preparation
and publication of the report.

Chapter 12, deding with innovationsin the financid market, complements (a)
chapter 4 on banking reform, designed to impact positively on financing of large and
medium enterprises; (b) chapter 10 on financing of the public sector, designed to improve
the overd| functioning of the credit market; and (c) chapter 13 on microfinance, which
outlines steps for aiding the financing of very smal production units and micro-
enterprises. The present chapter seeks to illuminate what might be doneto (i) facilitate
the financing of medium and smdl units, aswel as medium-term financing of trading
companies, and (ii) promote direct financing.

The three innovations treated here are:

leasing (directed towards objective (i))

development of a negotiable securities market (NSM), and

establishment of a stock exchange (both of these relate to objective (ii)).

The chapter was assigned to our Moroccan team member in order to bring to bear
relevant experience from that country.

Thusfar one leasing inditution, sponsored by the holding company behind BTM -
BOA, has been gpproved in Madagascar. As ameans of helping to launch and expand
businesses, especidly those in the smdll-to-medium category, leasing offers severd
advantages in comparison with standard bank credit. Because the security for the credit
comprises movable equipment whose title rests with the credit ingtitution until the
borrower has fully paid for it, leesing arrangements can be approved faster, with less
grict and time-consuming requirements for evauating the borrower’ s creditworthiness.
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The cogt of equipment can be financed up to 100%, and the financing cogt is tax-
deductible to the enterprise. And leasing can provide medium-term financing to
enterprises, particularly those in the trade sector, that do not quaify for medium-term
bank credit.

To be sure, these advantages come at a cost—leasing is not available to finance
land or buildings; lenders generdly restrict it to “standard” equipment with which they
have experience, thus reducing opportunities for technologica innovation; and interest
rates are higher than medium-term bank rates, corresponding to the risk associated with
lower standards of creditworthiness. (The bad loan percentage with leasing in Morocco is
around 16%.)

In Europe leasing accounts for 15-10% of grossfixed capita formation. With
liberalization and deregulation, Morocco' s figure, only 2% in 1990, has grown to 4-5% of
GFCF. Its experience demonstrates the benefits of promoting competition and easing
regulatory restraints on the relevant inditutions, so asto redize more rapidly the
objectives of leasing.

The promoters of the sole leasing company so far authorized in Madagascar view
the tax system as favorable to development of leasing. However an uncertainty remains.
when leasing companies sal agood, the procedures for paying VAT on it are unclear. To
develop afar system, the BCM, Treasury and tax department should reach agreement
with the indudtry.

So that leasing companies can estimate their demand, firms should be encouraged
to supply complete financia information. One recommendation is to grant tax advantages
to firms that have their accounts audited, Smilar to French practice, for example. In this
case the auditors who have certified the accounts are responsible for any irregularities
uncovered by tax inspectors.

Deveopment of leasing aso requires a supportive judicia environment. Although
Madagascar belongs to the continent-wide OHADA, difficulties that banks encounter in
collecting loan repayments engender a climate of uncertainty. It is recommended that the
authorities emit clear Sgnal's concerning regularization of the business environment, in
order to ingpire confidence in the industry.

An NSM normally precedes establishment of a stock exchange, athough some
trangtion economies have tried to develop both in tandem. Before company shares gain
sufficient confidence and the regulatory infrastructure isin place to facilitate
edablishment of a stock exchange, banks and, eventudly, professiona brokers, dedl, both
on their own account and on behdf of dients, in fixed-return securities such as BTAS,
certificates of deposit, and company obligations. Aswith dl facets of the capita market,
development of the NSM depends on creating a culture of diffusion of economic and
financd information.

On establishment of a stock exchange in Madagascar, the chapter suggests that
Morocco's experience isingructive. A 1993 reform strengthened requirements for
financia reporting by companies listed on the Casablanca exchange, which dates from
the 1920s. Subsequently 24 out of the then 65 member companies, or 37%, declined to
meet the new legd standards of trangparency and withdrew from the exchange. Adhesion
by new companies, including four resulting from privatization, partialy offset this
reduction, but membership is virtualy stagnant a 54 companies, only one-third of them
indugtrid.
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This compares with an estimated 500 companies that could qudify for
membership if they so desired and were willing to generate and publish the required
information. While the vaue of transactions quadrupled during 1995-99, the exchange
has not fulfilled itsintended role as a source of new capitad for industria development in
Morocco.

Operating a stock exchange involves trained personnd carrying out nUMerous
functions that have to be financed from commissions on transactions. It would be
premature to establish one in Madagascar before there isacritical mass of companies
willing to “play the game.” As shown in Chapter 7, much remains to be done to creste the
necessary information culture. The chapter concludes by proposing, as atemporary and
intermediate solution, examination of the prerequisites for mgor Maagasy companiesto
be quoted on Mauritius stock exchange.

Chapter 13 dedls with microfinance. This subsector ams to promote nationa
development by providing financid services to low-income citizens lacking access to the
banking system, thereby increasing their output and income. The principd services are:

formal credit for microenterprises,

safe and remunerative depositories for household saving, and

transfer of funds and other services.

The god in developing the subsector isto creste sustainable institutions, i.e. onesthat
cover their costs and generate a modest surplus for reinvestment. To achieve thisgod, the
ingtitutions mugt attract the trust of savers/depositors, and motivate borrowers to repay.

The chapter compares supply and demand for microfinancia services. It groups
indtitutions currently providing such services in Madagascar in three categories:

- Banks, comprisng BTM-BOA with its long-standing agricultura credit program
and the Caisse d’ Epargne (CEM, a savings bank), which attracts many smdl
deposits but invests them in government bonds rather than extending credit;
Mutudlles d Epargne et de Crédit (MECs, effectively savings and loan
associaions), which are membership- based; and
Others, mainly microcredit ingtitutions sponsored by NGOs.

Given that 75% of the population lives below the poverty line, 78% isrurd, and
98% of the work force is engaged in the informal sector, the potential demand for
microfinance servicesis close to the totd number of households in Madagascar, roughly
three million. Seventeen percent of these hold CEM deposits and 2% are MEC members,
while BTM-BOA depositors/borrowers, the number of whom has decreased with the
bank’ s reorganization, account for only 0.3-0.5%. The mgjority must resort to traditiona
sources, namdy family, friends, suppliers and moneylenders, to cover financid needs

The thrugt of current government policy in microfinance is to develop the MEC
subsector. This effort isfocused on a 15-year, $38.5 million program of technica
assgance/ingtitutiona development supported by the World Bank.

The chapter questions the current policy focus on MECs. It seesthe MEC asan
imported model, dependent on external resources to secure loanable funds and cover
operdaing deficits. Much of MEC credit is described as supply-driven, arisng from
donors imperdtive to disburse funds, with a concomitant risk of default. On the deposit
sde, many MEC membersreved a preference to keegp any savings above the required
minimum in BTM-BOA or CEM rather than in their MEC. International experience

24



suggedts that officia expectations regarding the sustainability and impact of MECsin
Madagascar are overly optimistic.

Development of MECs should continue; a promising gpproach isto enable
finandaly viable MECs with large and stable funding bases from savings mohilization to
“graduate’ into salf-standing restricted village or market banks. However, overdl sectora
policy should pursue indtitutiona diversfication, product differentiation, and market
segmentation.

The most successful microfinance intermediaries around the world are banks,
both full-service commercid (such as BTM-BOA) and restricted-service (CEM). On the
one hand, thisindicates a need to simulate the former to resuscitate and expand itsrurd
lending, helping it to control costs and secure high repayment rates. For CEM, the need is
to introduce loan operations in a phased, prudent manner. Issues of CEM governance,
adlocation of areserve fund of retained earnings, and division of roles and responsibilities
Vis-aVis government needs to be resolved.

Finally, snce MECs do not take deposits from the public, the chapter calls for
their supervison to be transferred from the bank regulatory agency, the Commisson de
Supervison Bancaire et Financiére (CSBF), to a sdf-regulatory regime under an agency
such asthe APIFM.

Chapter 14 dedls with the insurance sector. Mogt of it comprises a consultant
report submitted in December 1997; a supplement to the chapter updates that report by
examining how far the Insurance Code adopted by the National Assembly in June 1999
goes towards fulfilling the report’ s recommendations.

In modern economies, insurance plays two mgor roles: it protects agents against
various contingencies, and it generates saving in the form of technical reserves that
expand investment, thereby accderating growth. In industrid countries, annua insurance
premiarange from 9 to 13% of GDP. With itslevel of only 0.6%, Madagascar falls below
many African countries.

Since 1975 two date enterprises, ARO and Ny Havana, have dominated the
sector. A third company controlled by the road transport industry, M.A.MA., clams over
half of the automotive insurance market. Estimated total market shares as of 1996 were
53%, 39%, and 8% respectively.

In no small measure as aresult of the state-run oligopoly, Madagascar’ s insurance
sector lags far behind in supporting economic development. A unit of the finance
minigtry that has not published an annua report since 1983 and lacks the resources to
conduct effective supervison nomindly oversees the sector. De facto, regulation is left to
the enterprises themselves, neglecting legitimate interests of the insured and agents.

The companies fight most bodily injury daimsin court, delaying payment as long
as possible. High overheads swalow over athird of premium income, as againg an
internationa norm of 20%. The companies lag in applying product innovetions from the
internationa market. Life insurance, in many countries amajor source of saving, is
offered on highly unfavorable terms, and only 200-300 policies are in effect. The fields of
Agriculture, Credit, Assstance and Travel, and Surety are likewise neglected.

The burden on the insured is aggravated by alegd provison dlowing insurersto
transfer, tax-free, 15-16% of premiadirectly to a guarantee reserve, without provision for
reinsurance. The government carries part of the blame for high premia by levying a25%
VAT. Taxesthat total 50% on fire insurance and 31% on auto and accident insurance
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sgnificantly discourage demand, encouraging the inefficient practice of sdf-insurance,
and leaving alarge share of commercid risks uninsured.

Paradoxicaly, these practices generate reserves, a substantial portion of which are
invested in Treasury bonds and thus in a certain sense contribute to nationd saving. But
this benefit is far outweighed by the distortionary impact of high insurance premiaon the
economy as awhole.

The 1999 Code addresses many of these shortcomings, but its true impact can be
known only once the implementing decrees have been promulgated. The new Code
completdy abolishes the state insurance monopoly, and by encouraging the entry of new
brokers, seeks to promote competition, stimulate the introduction of new and cheaper
products, and make management more efficient. However, the existing companies will be
pared competition during a two-year adjustment period following publication of the
decrees.

The Code establishes the principle that holders of life insurance policies should
participate in the technica and financid returns of companies that sl life insurance or
insure capital assets. It provides for transparency of all types of charges. Foreigners are
no longer excluded from investing in insurance in Madagascar. Rights of victims of
automotive accidents receive enhanced protection.

However, the chapter expresses concern over the fact that the Code maintains a
finance minigry unit as the authority respongible for insurance regulation. The minidtry is
in no pogition to exercise this function. An independent agency is required. Given that the
market will remain grictly limited for the time being, it is probably best not to creaste a
separate regulatory body devoted only to insurance, but rather to entrust thisroleto a
gpecidized section of the CSBF.
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CHAPTER 1

LINKSBETWEEN FINANCIAL AND ECONOMIC DEVELOPMENT IN
MADAGASCAR

The question of whether and how far the financia sector can “lead” a country’s
economic devel opment has long been a matter of debate. The two schools a opposite
ends of the spectrum argue as follows:

1. Yes adynamicfinancia sector can simulate saving, and then, in seeking
profitable outlets for the saving, interact with entrepreneurs in such away asto
induce them to invest more and take greater risks to generate production, exports
and employment than they would without the sector’s stimulus; or

2. No, in the words of afamous British economigt, “where enterprise leads, finance
follows,” in other words, the sector responds more or less passively to demands
for various levels of financial arrangements that arise as the economy’ s red sector
develops.

Asitstheoretical point of departure the present study takes an authoritative review
of financid development and economic growth published in a 1997 issue of the Journal
of Economic Literature by aleading finance economist, Prof. Ross Levine? The author
looks for evidence to support the hypothesis that measures by which governments help
the financial sector to advance, independently of the course of the real economy, act to
“pull” the latter dong. In the end Levine admits that the evidence is inconclusive—in
other words, it has not yet been proven datiticaly that advances registered in the
financid sector have * caused” the real economy to grow faster than it would have
otherwise, as opposed to the dternative hypotheses that (1) demands posed by growth of
the redl economy have pulled the financia sector dong, or (2) that the financia sector
has developed in anticipation of future economic growth.®

However, Levine cites abody of evidence that carries important implications for
Madagascar’ s financia development strategy. A cross-country regression on various
factors hypothesized to explain the rate of growth of rea per capita GDP, including but
not limited to indices of financid development in year t, shows that the financid indices
help to predict growth over the decade following yeer t.

Four indicesfigure in this andyss

1. DEPTH, amessure of the Sze of the financid sector, givesthe ratio of the
sector’sliquid liabilities—currency in circulation plus demand deposits and
Interest- bearing liahilities of banks and nonbank financid intermediaries—to
GDP.

2. BANK, ameasure of therole of commercid banks vis-&vis the central bank,
gives the share of commercia banksin tota domestic credit, i.e. credit
outstanding from commercid banks plus the centra bank’ s net domestic assets.

2 Ross Levine, “ Financial Development and Economic Growth: Views and Agenda” , JEL, June 1997.

3 Recent work inspired by the theory of “endogenous growth” concludes that the financial and real sectors
act on one another continuously, such that the development of one promotes that of the other. The direction
of causality thus becomes moot.
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3. PRIVATE, ameasure of the private sector’s share in domestic credit, gives the
ratio of credit alocated to private firms, excluding state-owned enterprises
(SOEs), to total domestic credit net of credit to banks.

4. PRIVY, ameasure of the importance of credit to the private sector in the
economy as awhole, givestheratio of credit to private firms (asin (3)) to
GDP.

The hypothesis underlying the indices is that, the greater each one a timet, the
more rgpid an economy’ s future growth. In other words, (i) the degper the financial sector
(i.e. the greater its depth), (ii) the greater the role of commercia banks compared to that
of the centrd bank, (iii) the greater the private sector’ s share in domestic credit, and (iv)
the larger the credit outstanding to private firmsin relation to the overal economy, the
higher the economy’ s growth rate. The significance of credit to private firms arises from
the assumption, according to Levine, that financia systems contribute to red growth by
“researching firms, exerting corporate control, providing risk management services,
mohilizing savings, and fadilitating transactions’* with respect to the private sector,
whereas systems engage much lessin such activity to the extent that they smply funne
credit to government or SOEs.

For asample of 77 countries, Levine finds sgnificant correlations between
averages of the four indices over 1960-89, and averages of three different growth
indicators over the same 30-year period. The growth indicators are (i) red per capita
GDP growth, (ii) growth of red per capitacapita stock, and (iii) growth of productivity,
defined as growth of redl per capita GDP less 0.3 times (ii).> Other explanatory variables
in the regressions control for initia income, extent of secondary education, and quality of
monetary, trade and fiscd policy.

DEPTH isthe most robust of theindicesin “predicting” future growth. Itsinitid
(1960) vaue for 57 countriesis sgnificantly correlated with 30-year averages of the three
growth indicators. Theimplication isthat a developing country (e.g. Madagascar) whose
financia depth in 1960 was sgnificantly below the average for |ow-income countries
(see Table 1 below), would have attained significantly higher per capita GDP in 1990 had
it started from that average vaue for DEPTH.

Table 1 compares 1985 values of the four financia indices for 96 countries, as
computed by King and Levine (1993), with corresponding values for Madagascar in the
four years 1986, 1991, 1994 and 1998. Also figuring in the table, for Madagascar done
(because King and Levine do not useit), isafifth indicator, the ratio of commercia bank
credit to GDP.

Of particular significance is the comparison with average indices for the poorest
quartile (29 countries). At around 0.20, Madagascar’s DEPTH index in three of the four
yearsiswell below the 1985 average of 0.26 for very poor countries.

By 1994 the Madagascar index had attained that average, but then a sharp
acceleration of priceinflation in 1994-95 (see Chapter 2 following) pushed it back down
to 0.20 as of 1998. In other words, the policies responsible for accelerated inflation

* Levine 1997, p. 705.

® Productivity growth isa“Solow residual”, measuring that portion of GDP growth not accounted for by
increases in labor (for which population istaken as a proxy) and capital, assuming a 70-30 split of income
between labor and capital.
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pushed the demand for money back to its 1986 level, reversing the trend towards
increased monetization of the economy, and pendizing savers.

Madagascar’ s rdldively high level of BANK—in both 1991 and 1998 it
approached the King-Levine 1985 leved of 0.73 for rich countries—appears anomalous.
In redity, the 1991 level reflects the large share of domestic credit accounted for by the

three state banks, BNI, BFV and BTM, which were dready then technicaly bankrupt asa

TABLE 1-FINANCIAL DEVELOPMENT AND REAL PER CAPITA GDP

Sample of 96 countries (King & Levine, 1993)
Correlation with Madagascar
Indicator Very Very real per capita
rich |Rich|Poor| poor GDP in 1985 1986 | 1991 | 1994 | 1998
DEPTH 0.67 0.51 039 0.26 0.51 0.20 0.21 0.26 0.20
BANK 091 0.73 0.57 0.52 0.58 0.72 0.60 0.72
PRIVATE 0.71 058 047 0.37 0.51 0.28 0.62 0.62 0.56
PRIVY 053 0.31 0.20 0.13 0.70 0.11 0.15 0.15 0.09
No. of countries 29 29 29 29
COMMERCIAL BANK CREDIT/GDP: 0.17 0.14 0.09

DEPTH = (liquid liabilities of fin. system (currency + demand & interest-bearing liabilities of banks)) / GDP
BANK = bank credit / (bank credit + central bank domestic assets)
PRIVATE = credit allocated to private enterprises / total domestic credit (not including credit to banks)
PRIVY = credit allocated to private enterprises / GDP

result of nonperforming loans. In contragt, the 1998 leve reflects amuch hedthier
composition, whereby two of the three state banks had been privatized, new foreign
private banks had started operation, and central bank (BCM) credit to the economy had
been brought under contral.

The relaively high proportion of bank credit dlocated to the private sector
(PRIVATE) in 1991 and 1994, when it exceeded the King-Levine 1985 average of 0.58
for rich countries, is mideading. The leading “private’ borrowers were entities
established by poaliticians and awarded quasi-monopoly privileges by the government to
import rice and other commodities; their main sources of credit were the two remaining
state banks, BFV and BTM (BNI having been privatized as of 1% January 1991). To
sudtain this blatantly corrupt arrangement, in 1993(7?) the government replaced the
finance minigter, the BCM governor and the BTM management.

The fourth indicator places credit to the private sector in the overal economic
context, yielding a 1998 value of PRIVY only 70% (= 0.09/0.13) as high asthe 1985
average for King-Levine' s poorest quartile of countries. This represented a 60%
reduction (from 0.15 to 0.09) from the levelsin 1991 and 1994, when Madagascar
exceeded that average.

The sharp drop reflected a combination of the demonetization that followed the
1994-96 inflation; the banks increased caution in lending to the private sector as aweak
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legd-judicia environment created problems of loan collection; and the reintroduction of
Treasury billsin 1993, whose outstanding baance a end-1998, most of it held by
commercia banks, represented 3% of GDP. Similar phenomenaexplain the sharp drop in
the fifth indicator, the ratio of commercia bank credit to GDP.

The following chapters trace the post- 1991 evolution of Madagascar’ s economy
and financid sector in detail. The object of the present discussion has been to establish a
comparative framework for evauating the country’slow leve of financid development,
and to cite internationd evidence suggesting that remova of barriersto financid
development in Madagascar may have a high return by way of accelerating real economic
growth.

Stakeholder s concer ned with analysis of the financial sector and connections
between them

The present study has sought to touch on al aspects of the financing of the
Maagasy economy, aswell as dl relevart stakeholders. The following chart (Figure 1.1)
shows how the different reforms anayzed affect the actors, and how the connections
among them operate.

In the public sector, the agencies concerned are the Treasury, notably through its
borrowing, the Central Bank of Madagascar, and the reforms affecting the operation of
the commercia banks.

Thus, for this sector, a chapter on macroeconomic reforms establishes the context
and impact of the reforms and their connections with financid development. Other
chapters concern monetary policy, bank regulation and the Central Bank’ srole. One
chapter is devoted to the financial operations of the public sector. Also andyzed are the
legd environment and privatization Srategy.

The chart shows the rlevant private sector actors, taking into account different
categories. The dimension cdled “ units of production” is emphasized, because financing
needs and the means of satifying them differ according to the Size of the units.

The three categories are:

1. Largeand Medium Enterprises (LMES): these are concerned with bank reforms,
financid innovations (securities market, e.g. commercid paper), possibility of
establishing astock exchange. ..

2. Smdl and Medium Enterprises (SMES): concerned with leasing as well as
establishment of a securities market and cash management—see chapter on
financid innovaions,

3. Vey Smdl and Micro Enterprises (VSMES): ther financing is andyzed in the
chapter on microfinance.
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LA REFORME DU SECTEUR FINANCIER A MADAGASCAR
Organigramme montrant que I'étude CAER est "intégré"
(tous les agents économiques, adivers niveaux, sont touchés)
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